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LEGAL CONCERNS RE: COMMERCIAL ROLLING MACHINES

Allowing tobacco retailers who own or operate large, commercial cigarette rolling machines to sell
large quantities of unstamped, unlabeled cigarettes severely undercuts both the Michigan
requirement that cigarette packs be stamped and the Federal requirement that health warning

labels be placed on cigarette packaging,

Tobacco retailers who own or operate large, commercial cigarette rolling machines seriously
undercut the price other retailers can charge for cigarettes because the machines use only pipe
tobacco (and not cigarette rolling tobacco) to manufacture the cigarettes. [See attached for fiscal

impact of using pipe tobacco in cigarettes.]

Tobacco retailers who own or operate large, commercial rolling machines do not use the fire-safe
cigarette tubes that are required by Michigan law. In fact, some of these tobacco retailers boldly
market their cigarettes as being rolled from nonfire-safe cigarette tubes.

Cigarettes manufactured by tobacco retailers who own or operate large, commercial rolling
machines are not sold in packs containing the cigarette tax stamp required by Michigan law.
Instead, they are sold in bags of individual cigarettes that result in Michigan receiving
substantially less tax revenue than if they were sold in properly stamped packs. /See attached Jor
fiscal impact of using pipe tobacco in cigarettes.]

The individual cigarettes sold by tobacco retailers who own or operate large, commercial rolling
machines (known as “loosies”) are much more likely to end up in the hands of children and other
minors. This is because minors who cannot afford an entire pack of properly stamped cigarettes
($5) can afford to buy 1 or 2 cigarettes at approximately 15 to 20 cents each.

Allowing tobacco retailers who own or operate large, commercial rolling machines to manufacture
cigarettes using pipe tobacco and without becoming licensed as a manufacturer could potentially
put Michigan’s $300,000,000.00 annual revenue from the Master Settlement Agreement (MSA) in
jeopardy. Because the owner/operators of the machines are manufacturing cigarettes and using
pipe tobacco to do so (instead of roll your own cigarette tobacco), Michigan law requires that the
retailer/manufacturer become licensed as a manufacturer (MCL 205.423), establish an escrow
account (MCL 205.426¢c) and pay the equity assessment on those cigarettes (MCL 205.426d).
Michigan’s failure to diligently enforce the MSA by enforcing those requirements could make the

State vulnerable to legal challenge.

Michigan Department of Treasury




FISCAL CONCERNS RE: COMMERCIAL ROLLING MACHINES

For the reasons discussed below, tobacco retailers who own or operate large, commercial cigarette rolling
machines are able to sell the equivalent of a carton of cigarettes for approximately $20 to $35 less per
carton than other cigarette retailers. This makes it difficult or impossible for supermarkets, drug stores,
convenience stores, gas stations and other tobacco retailers to compete.

The reason tobacco retailers who own or operate large, commercial cigarette rolling machines are able to
severely undercut the prige other retailgrs must charge for cigarettes is because the rolling machines are
producing cigarettes with pipe tobacco, not cigarette rolling tobacco, and because of the difference in tax

rates on those tobacco types.

In 2009, the federal government increased the federal tax on cigarette rolling tobacco to $24.78 per
pound. This was done in part to equate the federal tax on loose tobacco used to roll cigareffes with the
federal tax on cigarettes. However, the federal government only increased the tax on pipe tobacco to
$2.83 per pound. Because there is no clear definition of pipe tobacco, tobacco manufacturers have begun
to Tabel virtually all loose tobacco sold in the U.S. as “pipe tobacco.”

‘e To understand the impact on Michigan’s tax revenue that retailers who manufacture and sell cigarettes

made of pipe tobacco, consider these 2 scenarios:

Scenario 1: A retailer sells 60 cartons of properly stamped cigarettes each day. If each carton sells for
$55.00, Michigan will receive $20.00 in tobacco tax and $3.30 in sales tax for each carton sold. If that
amount is multiplied by 60 cartons, Michigan will receive a total of $1,398.00 in tobacco and sales tax per
day. In one year, Michigan will receive $510,270.00 in tax revenue from that single retailer. If the
retailer sells 200 cartons each day, Michigan would receive $1,700,900.00 in tax revenue from that

single retailer.

Scenario 2: A retailer operating a commercial rolling machine uses pipe tobacco to roll the equivalent of
60 cartons of cigarettes. If the retailer uses 1 pound of pipe tobacco in order to produce 1 carton of
cigarettes, Michigan will receive approximately $2.88 in tobacco tax and 73 cents in sales tax for each
“carton” sold. If that amount is multiplied by 60 cartons, Michigan will receive a total of $216.60 in
tobacco and sales tax per day. In one year, Michigan will receive $79,059.00 in tax revenue from that
retailer. If the retailer sells 200 “cartons” each day, Michigan would receive $263,530.00 in tax
revenue from that retailer—or $1,437,370.00 less in tax than in Scenario 1. Note too that if 80

machines are operating in Michigan at present (our estimate is 80 to 100), Michigan could potentially lose
approximately $114,989,600.00 annually 1n tax revenue.

The production of cigarettes by unlicensed manufacturers using pipe tobacco in rolling machines causes
Michigan to lose $3.50 per carton in equity assessment revenue (MCL 205.426d). Potential lost revenue
of about $250,000.00 annually for a single retailer selling 200 cartons per day, or $20,000,000 for 80 such

retailers,.odf, al
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Response to points raised from Roll Your Own (RYO) Manufacturers
Office of Senator Kahn

RYO Statement: Under their (RYO) commercial agreements, all of their distributers and retailers arc required to
follow federal, state, and local law.

Answer: RYO cigarette manufacturers do not follow any state and federal cigarette regulations such as
Surgeon General warnings, labeling laws, fire-safety compliance, flavoring bans, restrictions prohibiting
selling to minors, etc. In addition, they avoid federal and state cigarette excise taxes, Michigan MSA
payments and Michigan sales tax.

RYO Statement: California’s Board of Equalization said in 2011 that retailers are not manufacturcrs,

Answer: California is at odds with most other states dealing with this tax avoidance matter. They are
also at odds with the federal government on this point. Michigan is attempting to join with most other
states working to find a solution to this growing problem.

RYO Statement: RYO stores cannot comply with a requirement that they be treated as cigarette manufacturers.

Answer: This statement is false. Any RYO operator can fill out the form and apply to be a
manufacturer.

RYO Statement: Under federal law a permit to manufacture tobacco products can only be granted to entitics
“whosc principle business activity™ is the manufacturer of tobacco products. These retailers” principle business
ISTIOT manuracturing, i1 s e salc of tobacco products. Retailers are “foreclosed’ from getting a permit,

Answer: RYO manufacturers are clearly manufacturing cigarettes and should not be treated differently.
More and more RYO machines are popping up across the state. The sales and manufacturing of these
RYO cigarettes are booming. One RYO manufacturer who testified in committee stated that his store is
averaging 60 cartons of RYO cigarettes daily. This means tax avoidance at this store alone of $2,100
daily which translates to $63,000 in tax avoidance monthly. Certainly this is a substantial portion of their

business income and could be argued this is their grincigal activitx.

RYO Statement: Rosenthal reiterated the “tax neutral aspect” of RYO that the previous speaker (Jim
Cavanagh) mentioned.

Answer: RYO manufacturers have an extreme tax “avoidance” advantage in manufacturing these
cigarettes. A simple comparison of a carton of cigarettes (regular vs. RYO) shows that RYO operators
are avoiding $35 per carton. In addition, they are avoiding the $3.50 per carton in equity
assessment/escrow requirements.

RYO Statement: Ml goes after not only the retailer but the consumer as well, because this makes a
manufacturer of the consumer who uscs one of these machines.

Answer: Not true. SB930 deals only with commercial RYO operators, not people who roll their own
cigarettes for personal use. If people buy loose tobacco and papers, just like they always have, they are
not affected at all by this legislation. SB930 only deals with the “commercial” production/manufacturing

of cigarettes.

Senate Finance Committee 2/9/2012



